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UNTAXING BUSINESS 


Large and continuing production is the only basis for 
achieving an adequate living standard or any semblance 
of security. Any approach to the attainment of so-called 
social gains that ignores this is unrealistic and fanciful. 


It is only under conditions of a free enterprise sys- 
tem that substantial advancement has been made in the 
elevation of living standards and the spread of security 
to a substantial number of a nation’s population. 


But enterprise is not free if it is subjected to excessive 
regulation and oppressive taxation. Unwise regulation is 
a powerful brake on productive forces but excessive 
taxation locks the wheels. 


Heavy business taxes deter production for the follow- 
ing reasons: (1) they add to the price of goods pro- 
duced and reduce consumption; (2) they reduce profits 
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NE of the most popular indoor sports today is the 
O devising of plans for the postwar world. These 


plans deal with every imaginable scheme for post- 
war security, freedom and abundance. Yet none of them 
contains the slightest reference to the fundamental matter 
of the tax load on the productive forces. It is apparently 
assumed that business can and will continue to supply the 
goods and services upon which all schemes for the good 
life depend, regardless of the drag and drain of excessive 
taxation. This assumption is in character with the notion 
commented upon in an earlier issue of this publication,1 
namely, that the nation’s capital supply is fixed and in- 
destructible, and that there is no limit to the mistreatment 
to which it may be subjected. 
It cannot be repeated too often or emphasized too strongly 
that large and continuing production is the only valid 
basis for an adequate living standard, for any sort of 


1'The National Patrimony,’’ The Tax Review, June, 1943. 


and substitute apathy and caution for vigor, confidence 
and optimism and thus depress employment and wages; 
and (3) they deter investment and destroy incentive to 
expansion and risk taking. 

Only a policy of moderate taxation will insure a full 
release of the driving power of private initiative and 
private enterprise. This should be covenanted now by 
the administration and Congress and made effective at 
the end of the war. 

Moderate business taxes, that would release the full 
driving power of production at adequate wages and 
profits, mean that as soon as the war is over the excess 
profits tax and surtax should be repealed. The normal 
rate should be reduced to some point in the range 
applied from 1918 to 1932. In no case should the rate 
exceed 20 per cent. 
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security, and for any so-called social gains. All plans for 
the attainment of these objectives after the war which 
do not include a thoroughly realistic approach to the con- 
ditions under which production can be sustained and en- 
larged are the idlest of idle day dreams. 

In other words, postwar planning must include a bona 
fide recognition of the importance of the American enter- 
prise system and of the conditions essential to its adequate 
operation, There has been plenty of lip-service to the 
enterprise system, but something much more substantial 
is required. Freedoms of various kinds have been promised 
to everyone except the businessman, but none of these 
promises can be kept unless freedom is assured to enter- 
prise also, 

The postwar responsibilities of business will be 
enormous. It should be obvious that these responsibilities 
cannot be adequately met unless businessmen and business 
concerns are given a fair chance at this job. The two 
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forms of restrictions which most seriously impede the seems, to this writer, self evident. To believe otherwise fe 
functioning of the enterprise system are (1) excessive is to endorse the proposition that the present tax load, or S 
regulation of financial and operating transactions, and an even heavier one, cannot be a business deterrent. Carried t! 
(2) taxation. Of these, taxation can be and, in the opinion to the extreme, this argument arrives at the absurd con- 
of this writer, is now the more damaging. Regulation can clusion that business could and would flourish if taxes 
be foolish or obnoxious, and if unwisely applied it can were to absorb 100 per cent of the profits. ; 
ve ore pene ~ paren we naieens met Despite the self-evident character of the stimulating effect n 
y firm can adjust itself in time to even the most foolish ; 
and burdensome regulations and still do some business sal moderste a busines, it any ‘be western te 7 
, der some of the ways in which heavy taxes hamper tl 
despite the handicap. On the other hand, no adjustment en y bid P 
can possibly be made against confiscatory taxation. Instead the productive process. " 
of merely acting as a brake, excessive taxation locks the First, taxes are accounted for as an expense. Conse- in 
wheels. quently there is an attempt made to recover this expense . 
to Objectively considered, there is little reason for taxing in the prices at which the products are sold. This attempt ” 
the economic function known as “doing business’ or is not always successful.1 el 
| i “engaging in business.” The process of production is Contrary to the popular impression, tax shifting is a be 
simply a means whereby the individual members of the difficult process, and in so far as it may be accomplished 
: community are provided with (1) goods and SeEvEES, through the sale of products at higher prices, there may t 
y and (2) income. The doing of business has been likened be adverse results upon sales volume and profits. If the 2 
Fs toa channel or conduit through which income flows. Tax- taxes are very heavy, the price mark-up required to shift 2 
) ing the _harens CORESER, 3 such, is like taxing the pipe them must be correspondingly large, and it is contrary to a 
j line instead of that which flows through it. both economic logic and experience to suppose that the at 
q For various reasons, expediency has prevailed over logic. same quantity of goods can be sold at a higher price as on 
H Business is taxed and taxed heavily. The corporation does can be sold at a lower price, Were this supposition correct, ‘eo 
not vote; it has been pictured as a soulless monster whose then the automobile companies made a frightful blunder sis 
| favorite diet is the lifeblood of the people; and it affords over the past twenty years in reducing the prices of cars ae 
a point of tax levy which is much more convenient for as they did. 
f ula Ne NE NO I A In short, taxes can be shifted to the consumers only by in 
i um ! raising prices. Price increases tend to reduce sales volume, . 
) If it were possible to lay prejudice aside and to approach and if it be possible to recover the taxes by such a policy ae 
the matter objectively, the primary question to be asked there must be offset against this gain the decline or dis- fic 
| | in devising a wise tax system would be — How shall the appearance of profit ensuing from diminished volume. If po 
; necessary costs of government be met in order that the sales volume shrinks substantially as a result of tax-shifting its 
production of goods and services be as little impeded as price adjustments, employment drops and aggregate wage by 
\ possible? income shrinks. ae 
l d en ne Se een ee eae Second, heavy taxes have a correspondingly adverse effect kn 
i uctive process, as such, should not be taxed. But this . fits. This effect is obvi non the’ : ae 
} would be a counsel of perfection. The practical answer ah qeerenciing ee ee ene ee ee 
. :; hifted, and it is a probable or logically inferrible result to 
would be that such taxation should be moderate. The . P gees ; tak 
: wealth of the nation rests on the prosperity of the people. when the taxpayer makes a resolute effort to shift them 
y The people are prosperous when they are busy and be- through & peice mes k-up. wer 
cause they are busy. Large and continuing production pro- The mutual interdependence of production and profits a 
hi vides the best assurance of work for all, better incomes has alwa‘s been evident though it is sometimes less clearly pas 
EK for all, more goods and services at lower prices, Tax perceived that production volume is influenced by profits P 
i changes which will promote these beneficial results would than it is that profits are dependent upon production. That 7 
enormously broaden the tax base. In the end, all the is, enterprises are more likely to be aggressive and vivorous of 
i public revenue that could reasonably be required could in both planning and execution when profits are adequate sche 
i be obtained through moderate taxation all along the line. than when they are inadequate. When a large proportion ticu 
t The obligation of government to spend huge sums on of the concerns in business are earning profits, there is a con 
i financial aid, relief and welfare would then be greatly strong demand for labor and materials (representing wage 
P| reduced if not eliminated. payments in other industries and better returns to agri- 
‘ That a revision of business taxes in the direction of culture). If profits are inadequate, or if they are expro- 





greater moderation would promote general prospe rity 1‘"Who Bears The Burden of Business Taxes,’’ The Tax Review, June, 1942. 
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priated in large part by taxation, which comes close to the 
same result as profitless operation, apathy and caution take 
the place of vigor, confidence and optimism. 


Obviously, there will be a larger amount of employment 
and a larger aggregate of wage income payments when 
profits are substantial than there will be when profits are 
meager of missing, Taxation which abstracts the bulk of 
such profits as are earned can have a more depressing effect 
than business reactions arising from other causes. Business- 
men know from experience that they can worry or muddle 
or struggle through a reaction or depression into a new 
period of prosperity. But there is no hope of salvation 
under a tax system which severely penalizes success, and 
under which the principal result of the exercise of greater 
efforts to increase profits is to increase the toll that must 
be paid to government. 


It has sometimes been said that taxation provides a spur 
to economic activity. That is, the goal of realizing a certain 
limit of net return after taxes leads to greater effort as 
that return is cut below the desired objective by heavier 
taxes. Individual instances of such a reaction could prob- 
ably be found. But the naive belief that increasing taxation 
can effectively stimulate all concerns to greater effort leads 
to the result, commented on above, that maximum utiliza- 
tion of resources and manpower would be achieved best by 
taxing away all profits. 


Third, heavy business taxes deter investment. While 
earnings before taxes constitute a useful indication of the 
performance of a given company and an equally useful 
basis for comparisons among companies, the really signi- 
ficant datum for the individual investor is the earnings after 
taxes. The maintenance of the existing capital fund and 
its enlargement to assure production at a level required 
by the standards of living which the people desire, will 
involve a huge stream of new investment. As long as it is 
known, however, that a large part of any profits earned 
is to be taxed away, there can be no adequate incentive 
to pour large sums into existing or new business under- 
takings, This gives rise to the vicious circle which has al- 
ready established the government as a partner in industry 
—government must finance where individuals will not, and 
individuals will not because government takes most of the 
profit in taxes, thereby clinching the case for its financing. 


The untaxing of business is, in one sense, the provision 
of an incentive, but it must not be confused with any 
scheme whereby the tax relief is conditioned upon a par- 
ticular performance or upon the observance of specified 
conditions. The converse of that kind of incentive is a tax 
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penalty for noncompliance with whatever rules may be laid 
down. Because the abuses of tax penalties are capable of 
being so serious, no tax policy should ever be considered 
in which either rewards or penalties, as such, are involved. 


The real incentive to be found in a program of moderate 
taxation of business is that which is provided to the spirit 
of enterprise. The postwar job of American business de- 
mands, for adequate fulfillment, the full release of the 
driving power of private initiative and private enterprise. 
Substantial tax relief, covenanted now and made effective at 
the end of the war, would assure a “free-wheeling” 
economy for the reconstruction period. 


Stress has been laid above on moderate business taxes. 
This requires some indication of what is meant. First, it 
is assumed that as soon as the war is over the excess profits 
tax should be repealed, lock, stock and barrel. Second, the 
capital stock tax and its complement, a phony excess profits 
tax, should also be repealed. Third, there should be one rate 
of corporation tax, which sueans that the thoroughly dis- 
ingenuous surtax should be dropped. Fourth, the rate of 
tax on corporation net income should be reduced to some 
point in the range of rates applied from 1918 to 1932, In 
no case sliould this rate exceed 20 per cent. A rate of 12 
or 15 per cent would be still better, and one of 10 per 
cent would be best of all. 


During the war, for reasons which seemed justified by 
the national emergency, the over-all tax levy on business 
could be, in some cases, 90 per cent of earnings, of which 
10 per cent represented a postwar credit. The ease with 
which large revenues were thus obtained prevented more 
resolute taxatiom at the points better calculated to deal with 
the inflation menace. After the war, instead of leaving 10- 
20 per cent of earnings for the support of enterprise, it is 
worth considering the effect of leaving for that purpose 
80-90 per cent of earnings. 


Such a proposal may sound extreme, but the challenge ; 
is to those who are engaging in the postwar pipe dreams 
to make the case for some exorbitant rate. They are long 
on promises of the bounty to be provided so liberally, and 
very short on ways and means of fulfilling these promises 
Removal of the tax shackles from business is the only way 
to provide through the enterprise system any sort of pros- 
pect for delivery of the postwar abundance that is postu- 
lated by the planners. 


Harvey L. Lutz 
Professor of Public Finance 
Princeton University 
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